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B u sin ess P r o p e r ty  D eprecia tion .  Generally, 
businesses can elect to immediately deduct up to 
$17,500 of the cost of qualifying property in the year 
it is placed into service. Keep in mind that the 
immediate expensing deduction is limited to personal 
property used in the taxpayer’s business (such as 
office equipment or machinery) and begins to be 
phased out once the cost of the qualifying property 
exceeds $200,000.
Travel, Meals and Entertainm ent Expenses.
If your business routinely reimburses employees for 
travel, meals and entertainment, you should make sure 
that you meet the accountable employee reimburse­
ment plan rules under the Tax Code. This will ensure 
that such reimbursements will be deductible by your 
business (50 percent for meals and entertainment) 
and that such reimbursements will not be treated as 
taxable income to the employee. The accountable plan 
rules mandate that the employee submit adequate 
documentation to support the deduction.
Deductions for H ealth Insurance Prem ium s.
The provision which allowed the self-employed to 
deduct 25 percent of premiums paid for health 
insurance expired at the end of 1993. However, 
it is possible that Congress will restore this deduction 
sometime in 1994. Be sure to keep an eye on 
this issue.
Tax R ew a rd s o f C harity. As a small business 
owner, you should evaluate whether you obtain a 
greater tax benefit by making charitable contributions 
through your business or from your personal funds. 
Once again, this determination varies depending upon 
the applicable tax rates for you and your company. 
Under the tax laws, donors are entitled to charitable 
contribution deductions equal to the fair market value 
of the donated property. In addition, by donating 
appreciated property, you will avoid paying tax on the 
property’s appreciation. Furthermore, gifts of appreciated 
capital gain property no longer trigger the Alternative 
Minimum Tax.
C afeteria  P lans. Small business owners should con­
sider using flexible spending accounts to supply 
employee benefits. Such arrangements provide tax 
savings to the employee as well as the employer because 
the contributions are not subject to federal income tax 
or FICA or FUTA taxes. In addition, contributions 
may be free from state and local income tax.
Tax C red its . Take advantage of any tax credits that are 
available to you or your business. A targeted jobs tax 
credit is available for employing certain employees 
and youth workers. Credits are also available for certain 
research and experimentation expenses, as well as 
for costs incurred to render facilities accessible to 
the handicapped.
O bsolete  In ven tory. Review the rules for deducting 
obsolete inventory. Goods that cannot be sold at normal 
prices or in the normal way because of damage or 
changes of style may be valued at bona fide selling 
prices, less direct costs of disposition. Take necessary 
steps, such as disposing of obsolete inventory, to realize 
losses expected.
B ad  D ebts. If your business uses the accrual method 
of accounting, you should review all outstanding debts 
to determine which debts are uncollectible. If you have 
outstanding bills with no chance of collection, write 
them off by year-end. The IRS allows the deduction 
only in the year the debt becomes worthless.
Im portan ce  o f P ro fession a l A dvice. Even 
for the smallest business, tax rules can be complex 
and compliance difficult. It is essential for the small 
business owner to seek professional advice in forming, 
structuring and operating the business. CPAs work 
with a variety of small businesses and can provide the 
expertise you need to minimize your taxes and max­
imize your profits.
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Tax-Trimming 
Tips for
Small Businesses
A G uide  
from  CPAs 
 As a  sm a ll business owner, yo u  m a y
  fa c e  a m u ltitu de  o f  new  tax  
    law s th is year. C ertified  p u b lic  
accountants (CPAs) recom m en d  th a t you  
review  y o u r  tax  p la n  as soon as p o ss ib le  
to  determ in e i f  i t  is s t i ll  effective.
To h e lp  yo u  g e t  started, th is brochure  
high ligh ts recen t tax law  changes th a t  
m a y  affect y o u r  business a n d  lists p ro ven  
tax-saving tips fro m  CPAs, th e  fo rem ost 
authorities on redu cin g  taxes a n d  
m axim izin g  profits.
Tax Law  Changes for Small Businesses
C orporate Tax R ates. One of the most significant 
tax law changes for many businesses is the increase in 
corporate tax rates that became effective January 1, 
1993. Congress raised the maximum corporate rate by 
one percent, to 35 percent, on taxable incomes above 
$10 million. Businesses with taxable incomes above 
$15 million are subject to an additional tax of three 
percent, up to a maximum additional tax of $100,000. 
The tax rate on personal service corporations (PSCs) 
also rose to 35 percent. Since PSCs have a flat tax 
rate, the increase will take effect with the very first 
dollar of income.
B onus W ithholding. The flat withholding rate for 
supplemental wage payments, such as bonuses, has 
increased to 28 percent, up from 20 percent, for 
payments made after December 31, 1993.
E stim ated  Taxes. Large corporations (those with more 
than $1 million in taxable income in any of its three 
immediately preceding years) face a change in estimated 
tax payments. Large companies must pay 100 percent 
of their current year’s tax bill through estimated tax 
payments. Previously, large companies could pay 
97 percent of their taxes through estimated payments.
This change is effective for tax years beginning after 
1993. Small companies may continue to base estimated 
payments on 100 percent of the prior year’s tax with­
out penalty.
R ea l E sta te  D eprec ia tion .  The depreciation 
recovery period of non-residential real property has 
increased to 39 years from 31.5 years. This new 
rule is effective for property placed in service after 
May 12, 1993.
M edicare  P a yro ll Tax. The $135,000 ceding on 
wages and self-employment income subject to the 
Medicare payroll tax has been eliminated, effective 
January 1, 1994. The 2.9-percent rate for the self- 
employed and 1.45-percent rate for employees now 
applies to all wages. Since employers must match the 
tax paid by employees, many businesses face a steep 
increase in their Medicare tax liability.
Tax-Trimming Tips for Small Businesses
S C orpora tion  S ta tus. If you have decided to
incorporate your business, you should consider making 
an S election for your company. Unlike regular, 
or C, corporations, S corporations are not treated as 
separate taxable entities. Instead, the earnings or 
losses of an S corporation are passed through to the 
shareholders. Because a C corporation pays tax on its 
earnings and C corporation shareholders pay tax on 
dividends, the earnings of a C corporation may be 
taxed twice. By making an S election, business owners 
may be able to avoid this double tax.
S corporation status, however, is not without 
disadvantages. S corporation earnings are taxed at the 
shareholder’s tax rate which, for high-income individuals, 
may exceed the corporate tax rate. In addition, S corpo­
ration employee-shareholders may be subject to income 
tax on the value of certain fringe benefits (such as 
health insurance) provided by the S corporation.
Q ualified Sm all B u sin ess S tock .  For certain 
businesses, a C corporation status may be advanta­
geous. In 1993, Congress passed a provision that 
taxes gains from the sale of “qualified small business 
stock” at half the normal capital gains rate, or 14 per­
cent. As a C corporation owner, this may help you 
attract investors. To qualify for this tax break, the 
stock must have been issued after August 10, 1993, 
and you must hold it for five years. Many restrictions 
apply, so be sure to consult with your CPA as to 
whether you should forego an S election in order to 
qualify for the small business stock exclusion.
S elec tin g  an A ccounting M ethod. One aspect 
of tax planning that you should not overlook is choosing 
the right accounting method. Generally, taxpayers may 
choose between using the cash or accrual methods 
of accounting for reporting income and deductions. 
However, if the inventory consists of material income- 
producing factors, the accrual method must be used.
Incom e D eferra l/E xpen se  A cce lera tion .
If you use the cash method of accounting, you may be 
able to defer recognition of income and prepay some 
expenses to reduce your current year’s tax bill. If you 
are an accrual basis taxpayer, however, you generally 
must report income in the year it is earned, whether or 
not it has been received. Likewise, as an accrual basis 
taxpayer, you generally are unable to prepay expenses.
FICA Taxes. If you are an owner/employee of an
S corporation, you may be able to reduce overall FICA 
taxes assessed on your wages by treating withdrawals 
from S corporations as corporate distributions rather 
than compensation for services. However, be sure that 
your reduced salary clearly constitutes adequate 
compensation for your services.
E m ployees vs. In dependen t Contractors. Be
sure to know the rules regarding treatment of an indivi­
dual as an independent contractor versus an employee. 
While you may save on payroll taxes and fringe 
benefits by classifying a worker as an independent 
contractor, you will face stiff penalties for misclassifying 
a true employee as an independent contractor.
H irin g  Fam ily M em bers. You may be able to
reduce overall taxes by paying yourself and members 
of your family for services provided to the corporation. 
If you hire your parents, spouse, or child under age 
21, the business can deduct the salaries and, if the 
business is unincorporated, Federal Unemployment 
(FUTA) tax does not have to be paid for the family 
member. If your child is under age 18 and works for 
you, Social Security (FICA) tax does not have to be 
paid either.
Tax D edu ction s fo r  R en ta l P aym en ts. As a
business owner, you also may be able to reduce overall 
taxes by buying real property or equipment and then 
leasing it to the business at a reasonable rate. The 
corporation can deduct the rent, and the payments 
the business makes to you are not subject to employ­
ment taxes.
Loans to  B u sin ess O w ners. Some business
owners routinely borrow cash from their businesses. 
The problem with this practice is that the IRS may 
reclassify the loans as compensation payments or non­
deductible dividends. Therefore, you should adequately 
document loans from your business by issuing notes 
to the business and by recording withdrawals on the 
books of the business as a receivable from you. Be 
sure to pay a fair market interest rate on any such 
loans as well.
D e ferre d  C om pensation P lan s. The use of
qualified and non-qualified deferred compensation plans 
can provide valuable tax benefits to business owners 
by deferring the receipt of income from high-income 
years to low-income years, such as retirement years.
R etirem en t P lan  C on tribu tions. Employers 
can take tax deductions for contributions to IRS- 
qualified retirement plans for their employees. The 
maximum amount of an employee’s annual compensa­
tion that may be considered in computing qualified 
plan contributions is $150,000. Therefore, owner/ 
employees who earn more than $150,000 may wish 
to consider installing multiple retirement plans.
